recoverable from the 'ISF would not increase if a carrier were
unable to control its costs. The carrier would therefore have a
greater incentive to ‘ontrol the cost of delivering telephone
service.

Second, the curr:nt USF rules count loop costs on a study
area basis. Because study areas are often very large,3l this
scheme does not allow regulators to apply the subsidy only where
it is needed. 1In oth:r words, applying the system on a study-
area basis results ir LECs receiving support for areas in which
their loop costs do rn>t exceed the national average and receiving
inadequate support ir areas where their loop costs do exceed the
national average. Th2 Commission should therefore require that
the proxy model track costs in small geographic units, such as
CBGs or wire centers

Finally, the current USF is not administered by a neutral
third party. As MCI nas correctly observed, the National
Exchange Carrier Asscciation ("NECA")}, which administers the USF,
is owned and controlled by the ILECs and is therefore not
neutral .32 The Commission should therefore issue a request for
proposal for fund adrinistration and choose the most appropriate

neutral third party to administer the USF.33

31 A study area is the territory within a state served by a
particular carr:er. In many cases study areas are the size

of an entire st:te.
32 See Reply Comme; ts of MCI at 16.

33 See e.g., Comme: ts of ALTS at 19; Comments of the Wisconsin
PSC at 19.

__24__

0013392.01



28. What are the potential advantages and disadvantages of
baging the pgymgnga to competitive carrlgrs on the book
costs of the incumbent local exchange carrier operating in
the same service area?

ANSWER

The central disaivantage of basing the payments to
competitive carriers >n the book costs of the ILEC operating in a
particular area is thit the ILEC may not be the most efficient
provider of telephone service. Indeed, given the historical
circumstances of moncpoly service and regulatory distortions, the
ILEC is very likely ro>t the most efficient provider. If this is
the case, a subsidy l2vel (i.e.., the difference between the
"cost" of providing s=rvice and the affordable rate) that is
based on the ILEC's & 2ok costs will be higher than necessary. An
unnecessarily high sipsidy is damaging to competition because it
increases the required contribution to the USF which all
telecommunications cérriers are required to make. Like any other
tax increase levied (n a particular industry, higher than
necessary universal :ervice contributions will reduce society's
investment in and cor sumption of telecommunications services.

In addition, re! ying on reported costs would make it more
difficult for regulators to target the federal high cost subsidy.
This is because most ILECs report their costs on a study area-
wide basis. It is tl!erefore impossible to determine from such
cost data the partic lar areas within a study area which are
characterized by higl costs. As a result, carriers operating in

areas that are not h gh cost would be oversubsidized while
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carriers in areas whi 'h are high cost would not receive a large
enough subsidy.34

Some parties wil 1likely argue that relying on book costs is
a more "accurate" ref ection of the cost of providing service.
But it is far from cl :ar that the reported costs of an ILEC are
actually an accurate r-eflection of even the ILEC's cost of

providing telephone s:rvice.

29. Should price cap mpani be eligible for high-
support, and if a1ot, how would the exclusion of price cap
carriers be congistent with the provigion £ ion 214
of the Communicaiions Act? In the alternative, should high-
cost support be structur differently for price

carriers than fcr other carriers?

ANSWER :

Denying price ca> carriers eligibility to receive universal
service subsidies would make sense in areas where the incumbent
faces little or no ccmpetition and where the universal service
subsidy is based on i:zs book costs. With no significant
competitor or potent:ial competitor, the ILEC would not have a
market-based incentiv= to control its costs. Moreover, the
increased incentive (¢reated by price caps for the ILEC to control
its costs would be reduced because increased costs could simply

be reported and reimlursed through the subsidy program.

34 See Amendment ot Part 36 of The Commigsion's Rules And
Establishment of a Joint Board, Notice of Proposed
Rulemaking and Notice of Inquiry, CC Docket No 80-286 at
Y 75 n. 91 (listing study areas not qualifying for USF
support but that nonetheless likely contain high cost
areas) .
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This problem cou d be significantly reduced, however, if the
Commission were to ad pt a forward-looking proxy cost model as
the basis for determiiing the cost of providing service. Such
models increase carri:rs' incentive to control their costs
because they reflect ‘he cost of providing service over a state-
of-the-art-network.3® 1In this way, a proxy model operates much
like price caps because, as mentioned, an ILEC would
theoretically not be ible to recover increased costs caused by
inefficiencies. Thus 1if the Commission decides, as it should,
to base costs on a proyxy model, there appears to be no reason why
it should not allow price cap LECs to receive universal service
subsidies.

30. If pri mpani re not eligible for r r
rgggivg high-cost su rt on a differen asi han her

carriers, what should be the deflnlplon of a_ "price ggg

ggmpgny’ nglg ompanies participatin a
federal, price cap plan be deemed price ggp ggmpgnlgg,
Should ;hgrg be a dlstlncglon between carrlggg ng g; ng

under price caps rriers that hav

specified period of time, to limit incregggs in §om§ or all

rates as part of a "social contract" regulatory approach?
ANSWER :

As mentioned abcve, under a proxy model apprcach, all
carriers should be ecually eligible to apply to receive federal

universal service surport subsidies.

35 In the Interconriection proceeding, the Commission has
determined that forward-looking cost methodologies are the
most appropriate bases for determining the cost of providing
telecommunicaticns services under the 1996 Act. See FCC
News Release, "(ommission Adopts Rules To Implement Local
Competition Provisions Of Telecommunications Act of 1996 (CC
Docket No. 96-9¢)" at 2 ("Interconnection News Release").
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Proxy Models

35. US West has stat: hat an industr k for 1l
develop a final nodel procegs utilizin nsen m 1
assumptiong and input data." US W ommen 10.
Comment on US WE3T's statement, disc in ntial 1 1
issues and practical considerations in light of the

requirement under the 1996 Act that the Commigsion take
final action in zhis proceeding within six months of the
Joint's Board's recommended decision.

ANSWER :

TCI opposes US WZST's proposal that an industry task force
should be established to choose a consensus model. As the
experience of the par:ies that initially developed the Benchmark

Cost Model ("BCM") denonstrates,3® parties with conflicting

business interests will almost inevitably disagree on the
characteristics of tl=2 model. Those disagreements will likely
pit ILECs, who stand 2o receive the largest portion of the
subsidy flow and who are interested in setting costs at a high
level so that they cen recover their "historical" costs, against
new entrants, who seek to establish the proxy costs based on TS-
LRIC.

It is especially unlikely that the parties will reach a
consensus within the statutory deadline for concluding this
proceeding (within 1f' months of the passage of the 1996 Act).
The Commission shoulc, therefore, offer parties ample opportunity

to comment on the pr¢posed proxy models and then choose one, with

36 MCI, apparently unable to reach agreement with the other
parties with whem it co-sponsored BCM, US WEST, Sprint and
NYNEX, has now ceveloped its own model with AT&T, the so-
called Hatfield Model.
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any modifications it ieems appropriate. Any other approach would
invite delay and incr:ase the risk that the statutory deadline

will not be met.

41 . ow should support be calculated for those areas (e.g.,
insular areas ani Alaska) that are not included under the

Droxv model?

ANSWER :

It is TCI's understanding that at least US West has now
obtained cost informs:-ion for Alaska, the Virgin Islands, Puerto
Rico and Micronesia.”  In areas for which data are still not
available, however, tae Commission should base the cost of
providing service on zthe book costs reported by the ILEC. When
the relevant data become available, the transition should be made

to proxy-based cost ¢stimates.

42 . Will suppor; calculated using a proxy model provide

gsufficient incertive to ort infrastructur velopment
and maintain gqueclity service?
ANSWER :

It is possible that, in a proxy-cost environment, ILECs that
do not face competit: on will try to reduce the quality of service
provided in their recions as a way of lowering their costs and
increasing profits. The most obvious solution to this problem is
for the Commission t: establish the preconditions for local

competition as quick y and effectively as possible. But until

37 See Letter from Glenn Brown, Executive Director-Public
Policy, US West Inc. to William Caton, Secretary, Federal
Communications ‘'ommission, ex parte, at 2 (June 14, 1996).
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competition develops, the Commission should rely on the states to

establish safeguards igainst service degradation.

43. Should there be recourse for companies whose book costs are

substantially abv he cost rojected for them un
proxy model? If under what conditions (for exampl t

what cost levels above the proxy amount) should carriers be
granted a waiver allowing alternative treatment? What
standards should be used when considering such requests?

ANSWER :

Carriers with bc ok costs substantially above the costs
projected for them ur der a proxy model should be permitted to
receive waivers for tne application of the proxy-based subsidy
level. The Commissicn should grant such waivers, however, only
where the carrier car demonstrate that its costs are 150% of the
projected proxy leve.! and that such excess can be justified as

the result of prudent investment.

45. Ig it appropriate for a proxy model adopted by the
Commission in tlis proceeding to be subject to proprietary

regstrictions, or_must such a model be a public document?
ANSWER :

It is inappropr ate for the Commission to adopt a proxy
model in this proceec ing that is subject to proprietary
restrictions. Althoigh presumably the applicable restrictions
would permit interes ed parties to review and analyze the model
in question in the c ntext of this proceeding, proprietary

restrictions would n netheless be destructive.

46. Should a proxy iodel be adopted if it is based on
proprietary dat.i that may not be available for public
review?

ANSWER :

Before the Comm.ssion implements a proxy model, which will

have the significant and enduring impact on the regulation of the
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telecommunications iniustry, it must offer interested parties the
maximum opportunity pissible to review and comment on that
mechanism. A prohibi :ion on public review of the proxy model
would be unsound poli:y and could well violate the requirements

of the Administrative Procedure Act .38

Competitive Bidding

49. How would high-cost payments be determined under a system of
competitive bidding in areas with no competition?

ANSWER :

TCI does not surport the adoption of a bidding system for
determining high-cost payments at this time because it is
unlikely that there vill be enough local competition in the near
future to make subsicy auctions worthwhile. First, although
there will soon be new entrants into the local market, many of
those entrants will « perate on a resale basis. Pure resellers
cannot qualify under Section 214(e) to receive federal

subsidies.3? Moreover, those new entrants that have some

38 See National Bluack Media Coalition v. FCC, 791 F.2d 1016
(D.C. Cir. 1985 (overturning FCC decision to abandon
minority prefer«nce policy for broadcast licenses because,
in reaching its decision, the Commission relied on
inadequately dissclosed data in violation of Section 4 of the
Administrative ‘°>rocedure Act). See algo United States Lines
v. Federal Marii.ime Comm'n, 584 F.2d 519, 534 (D.C. Cir.
1978) ("we have required information in agency files or
reports identif .ed by the agency as relevant to the
proceeding to b: disclosed to the parties for adversarial
comment") .

39 See 47 U.S.C. § 214(e) (1) (A) (requiring each eligible
carrier to prov.de the subsidized services over "its own
facilities or a combination of its own facilities and resale
of another carr.er's facilitiesg"!.
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facilities will likel - rely heavily on resale to deliver all core
services. Such entit .es may not be willing to fulfill the
carrier of last resor - obligations imposed on the eligible
telecommunications ca-riers.4? Finally, the more dependent a
carrier is on resale, the less able it will be to underbid the
incumbent because the costs of the incumbent will be passed onto
to a reseller for all! the network elements resold. In many
cases, therefore, there may not be a sufficient "market" in the
near term for the auctioned rights.

Nonetheless, if the Commission were to adopt a bidding
system, it could do o0 as an overlay to a proxy model approach.
Thus, in areas where bidding would not be appropriate (i.e., in
markets lacking faci ities-based competitors) the cost of
providing service wo' 1d be established by proxy. In areas where
bidding would be app opriate, carriers deemed eligible to receive
universal service sui'sidies under Section 214 (e) would have the
opportunity to bid o the "cost" of providing service in an area.
If the lowest bid we ‘e lower than the cost as determined by the
proxy model, then th it amount would constitute the applicable

cost level for the r:levant geographic area.
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50. How _should a biddin tem be structur in order

provide incentives for carriers to compete to submit the low

bid for universal service support?

ANSWER:

Creating the incantive for carriers to bid low is probably
the most difficult asoect of implementing a bidding system. The
problem is that, sincs all carriers will be subject to the
subsidy set based on a low cost bid, no carrier is likely to gain
a competitive advantége by bidding low. This would be the case
if the carriers belie¢ved, as may well be the case, that the
direct benefits of r¢ceiving a larger subsidy outweighed their
individual share of ‘he increased costs of a higher required
contribution to the " ederal subsidy fund.

There are, howe er, possible mechanisms the Commission could
implement in order t increase carriers' incentives to underbid
each other. For exa iple, the Commission could offer the low
bidding party an ext ‘a subsidy which other carriers would not
receive. Such incen ive payments would, however, add to the
complexity and cost »f the bidding scheme. When adequate levels
of competition have ieveloped to warrant serious consideration of
a bidding scheme, th: Commission must determine whether the
reduction in the siz: of the subsidy pool created by a bidding
mechanism exceeds th2 total cost, including the incentive subsidy
or other similar mec 1anism, of operating the bidding system.

52. What safequards should be adopted to ensure adequate quality
of service under a system of competitive bidding?

ANSWER :
Although it is possible that carriers subject to a bidding

scheme will have the incentive to degrade service in order to
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increase profits, suc: incentives should be diminished where
carriers face competi :ion (which they will, at least to some
degree, in a bidding :nvironment). In any case, the protections
described in response to question 42 above may be used to
diminish these opport inities.

53. How is collusior avoided when using a competitive bid?
ANSWER -

As mentioned abcve, it may be possible for the Commission to
provide carriers witl the incentive to bid low by granting the
low bidder an extra ¢ubsidy payment. If the payment were large
enough, parties woulc forgo opportunities for collusion. Direct
prohibitions, such a: those used by the FCC in spectrum auctions

and those found in t!e antitrust laws, can also be used.

54 . hould th tructure of the auction differ if there are few
bidders? If so, how?

ANSWER :

Like any other :conomic market, it would appear that the
likelihood of collus .on would increase as the number of bidders
decreases. It may t ierefore be necessary for the Commission to
increase the incentire payment in situations where there are

fewer bidders.

55. How should the Zommission determine the size of the areas
within which eligible carriers bid for universal service
support? What is the optimal basis for determining the gize
of those areag. in order to avoid unfair advantage for

either the incumbent local exchange carriers or competitive
carriers?

ANSWER :
Determining the proper geographic units for bidding purposes
is yet another diff:cult aspect of the bidding approach. On the
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one hand, bidding shoild not be conducted for an area that
includes a wide diversity of cost characteristics (i.e., some
high cost areas and s> me low cost areas) This is because the
subsidy set for such in area would not allow the support program
to be adequately tarc=ted. On the other hand, requiring bidding
for very small geograohic units would increase the number of
auctions and also the cost of administering and participating in
the bidding system. Again, it may be possible to solve this
problem. Given the current lack of competition in the local
telephone market, hovever, the costs of solving this and other
aspects of the biddi:r g scheme outweigh the benefits such a scheme

may deliver at this ime.

SLC/CCL
69. If a portion of the CCL charge represen ts a subsidy to
§uppgrg universal sgervic what i h 1l amoun £f th
subsi Pleasge prov1ge supporting evidence to substantiate
such gsglmgggg orting eviden hould indi he

cost mg;hggglog gggd to estimate the magnitude of the

.ong-run incremental, short-run incremental,
fullv d1str1but=d)

ANSWER :

Whether viewed is a subsidy or not, there is no question
that the CCL charge s an inefficient means of recovering the
costs of the local t2lephone network.%! The Part 36
jurisdictional separations rules allocate 25 percent of non-

traffic sensitive lcop costs?? to the interstate jurisdiction.

41 The Commission has announced that it will soon commence an
access charge jroceeding. See Interconnection News Release
at 2.
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The CCL charge recove "s a substantial portion43 of these non-
traffic sensitive loc» costs through traffic sensitive per-minute
usage charges to long distance carriers. Thus, the price of each
interstate toll call is used to recover the loop cost of
connecting subscribers to the local network. The more interstate
toll calls a subscriler makes, the higher the contribution paid
by that subscriber.

The problem wit! characterizing this contribution as a
subsidy is multifold First, the historical legal requirement to
separate interstate . nd intrastate costs bears no relation to the
economic services priwvided. Further, it can and has been debated
whether access to th: network (local and/or toll) is itself an
economic service tha can be priced discretely from local and/or
network usage.

It is in any evant clear that the fact that the CCL charge
is usage sensitive c reates substantial inefficiency by recovering
non-traffic sensitiv: costs through usage sensitive pricing. In
order to accurately -ommunicate the price of a service to
consumers and market entrants (potential and actual), the pricing
of the service shoulil reflect the manner in which costs are

incurred. 1In other words, non-usage sensitive loop costs should

42 Non-traffic sersitive loop costs primarily include those
costs incurred to connect subscribers to the network, i.e.,
local loop.

43 Part of the no.-traffic sensitive loop costs allocated to

the interstate jurisdiction are recovered through the SLC, a
charge assesse:! to local telephone subscribers on a per-line
(non-usage sen :itive) basis.
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not be recovered thrcigh usage sensitive rates. To encourage
efficient use of the 1etwork by subscribers, non-usage sensitive
costs should be recotrered with flat fees.

Further, substartial economic inefficiency results from the
effective imposition of the CCL charge on long distance carriers.
This is because asse: sing the CCL charge on IXCs rather than
directly on subscribsrs understates the charge for connecting
subscribers to the 1 cal loop and overstates the charge for long
distance service. Eid users are thereby uneconomically
encouraged to add adiitional lines (connections to the local
exchange network) ani to make fewer long distance calls. Market
signals to both the .ocal exchange and toll markets are skewed.
Thus, even if the CC.L charge were a flat fee charged to IXCs,
economic inefficiency would result because costs would not be
recovered from the (2st causer.

However, while the CCL charge in the aggregate may be
correctly termed a :ubsidy tending to reduce the price of
purchasing connectiins to the local network, it is not an
explicit subsidy an¢ thus distorts market signals. Further, it
tends to reduce the price of access to the network and to inflate
the price of long d stance service for all subscribers, and thus
it is in no way tar jeted to high-cost areas or to subscribers in
need of assistance. * There is no particular reason to believe

that subscribers resident in high-cost areas make fewer toll

44 See Notice at ¢ 113.
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calls then other subs ribers. To the extent toll usage patterns
for these subscribers do not materially vary from the norm, then
no subsidy to high cost areas can be said to occur -- only
between subscribers w.th high toll usage and those with low toll
usage. In fact, as d2scribed above, the CCL is an implicit
"subsidy" resulting f com the required recovery of non-traffic
sensitive loop costs -hrough traffic sensitive pricing. As part
of this proceeding, tae Commission therefore should undertake
access charge reform consistent with economic efficiency
principles and the new competitive environment, as discussed

below in question 70

70. If a portion of the CCL charge represents a contribution to
the recovery of loop costs, please identify and discuss
alternatives to the CCL charge for recovery of those costs

from all interstate telecommunications service providers
(e.g., bulk bil ing, flat rate/per-line charge).

ANSWER :

As described abiwve, the CCL charge does make a contribution
to the recovery of 1 .0p costs. However, merely continuing to
load long distance r ites with this subsidy is economically
inefficient and like y unsustainable in the context of local loop
competition. The SL !, or some other suitable fixed, subscriber
charge, should thereiore be increased to replace the CCL. It is
important to point cit that the amount that an increased SLC
would recover should be significantly smaller than the amount
currently recovered >y the CCL charge because loop costs should
be based on TS-LRIC and should therefore exclude costs caused by
historical inefficiencies ostensibly recovered by the CCL charge.
In any case, mandat:ng that the CCL charge be assessed on
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subscribers in this wey not only accurately reflects the cost of
connecting subscriber: to the network, but also avoids distorting
the price and efficiert use of the long distance network. Any
concerns as to the lo'al rate "sticker shock" can easily be
addressed by shifting the CCL to the SLC over an appropriate

transition period.45

Low-Income Consgumers

71. Should the new uaniversal service fund provi rt for
the Lifeline and Linkup programs, in order to make those
subgidies technologically and com itively n ? 0
should the amount of the lifeline subsidy still be tied, as

it is now, to the amount of the subscriber line charge?

ANSWER :

As with the current USF program, both the Lifeline and
Linkup programs are :dministered by NECA. Specifically, NECA
administers a separa‘'e Lifeline/Linkup pool which certain long
distance carriers co tribute to on a flat-rate, per-line basis.46

There are three essential problems with this scheme. First,

as mentioned above, IECA is owned and controlled by the ILECs and

45 There is fairly broad support among the commenting parties

for a transiticn period to raise the SLC. See Comments of
USTA at 18; Comments of Southwestern Bell at 4-5; Comments
of BellSouth at 10-12; Comments of Bell Atlantic at 11-12;
Comments of Compuserve at 6-7; Comments of Time Warner at

19-20; Comments of MFS at 22; Reply Comments of GTE at 21-
22.

46 See Amendment ¢f Part 69 of the Commigsion's Rules Relating
to the Aggessment of Charges for the Universal Service Fund
and Lifeline Assistance, Memorandum Opinion and Order, 4
F.C.C.R. 6134 ..t § 5 (1989) ("Lifeline Order"); 47 C.F.R.
§§ 69.116, 69. 17. 1In fact, only those IXCs with .05% or
more of the pr«subscribed lines nationwide contribute to the
Lifeline/Linku; program. See Lifeline Order at Y 5.
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is not an independent third party. The Commission should
therefore require tha the independent party chosen to administer
the universal service fund also administer the Lifeline and
Linkup fund. If such administration is more efficiently
accomplished by combiiing the Lifeline/Linkup fund with the USF,
then this should be doyne. Second, only ILECs are eligible to
receive reimbursement from the Lifeline/Linkup fund. The
Commission must therefore ensure that all local exchange carriers
deemed eligible to reczeive the universal service subsidy under
Section 214 (e) are atle to receive the Lifeline/Linkup subsidy as
well. Finally, as w:th other aspects of the federal subsidy
system, the Lifeline Linkup program must be changed so that all
carriers providing i terstate services, not just long distance
carriers, contribute to the program on an "equitable and
nondiscriminatory ba:is" as required by Section 254(d) .47

As to whether t e Lifeline subsidy should continue to be
tied to the level of the SLC, TCI believes that this is a sound
approach. The Lifel ne subsidy would likely need to increase

correspondingly with increases in the SLC.

47 47 U.S.C. § 25« (4d).
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III. CONCLUSION
The Joint Board :hould recommend and the Commission adopt

rules for universal st rvice consistent with these comments.

Respectfully submitted,

WILLKIE FARR & GALLAGHER
Three Lafayette Centre
1155 21st Street, N.W.
Washington, D.C. 20036
{202) 328-8000

ATTORNEYS FOR TELE~-
COMMUNICATIONS, INC.

August 2, 1996
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